, (  2  0  0  2  )  u  s  e  s  o  v  e  r  e  i  g  n  d  e  f  a  u  l  t  d  a  t  a  i  n  c  o  n  j  u  n  c  t  i  o  n  w  i  t  h  b  o  n  d  r  a  t  i  n  g  s  t  o  o  v  e  r  c  o  m  e  t  h  e  s  m  a  l  l  -s  a  m  p  l  e  p  r  o  b  l  e  m  i  n  a  h  o  m  o  g  e  n  e  o  u  s  o  r  d  e  r  e  d  p  r  o  b  i  t  f  r  a  m  e  w  o  r  k  .  V  e  r  y  l  i  t  t  l  e  i  s  k  n  o  w  n  o  n  t  h  e  fi  n  i  t  e  -s  a  m  p  l  e  p  r  o  p  e  r  t  i  e  s  o  f  c  r  e  d  i  t  m  i  g  r  a  t  i  o  n  e  s  t  i  m  a  t  o  r  s  i  n  t  h  e  c  o  n  t  e  x  t  o  f  s  o  v  e  r  e  i  g  n  s  .  T  h  e  r  e  a  r  e  t  w  o  s  t  u  d  i  e  s  a  v  a  i  l  a  b  l  e  t  h  a  t  c  o  n  d  u  c  t  a  c  o  m  p  a  r  i  s  o  n  o  f  e  s  t  i  m  a  t  o  r  s  (  J  a  f  r  y  a  n  d  S  c  h  u  e  r  m  a  n  n  ,  2  0  0  4  ;  C  h  r  i  s  t  e  n  s  e  n  e  t  a n  s  i  t  i  o  n  p  r  o  b  a  b  i  l  i  t  i  e  s  a  r  e  t  i  m  e  -v  a  r  y  i  n  g  a  n  d  t  h  e  r  e  f  o  r  e  h  a  z  a  r  d  r  a  t  e  m  e  t  h  o  d  s  t  h  a  t  a  l  l  o  w  f  o  r  t  h  i  s  h  e  t  e  r  o  g  e  n  e  i  t  y a  r  e  s  u  p  e  r  i  o  r  .  H  o  w  e  v  e  r  ,  t  h  i  s  h  a  s  n  o  t  b  e  e  n  e  s  t  a  b  l  i  s  h  e  d  f  o  r  s  o  v  e  r  e  i  g  n  s  a  s  y  e  t  .  S  e  c  o  n  d  ,  g  i  v  e  n  t  h  a  t  s  o  v  e  r  e  i  g  n  r  a  t  i  n  g  s  a  r  e  s  u  b  j  e  c  t  t  o  l  e  s  s  f  r  eu  e  n  t  t  r  a  n  s  i  t  i  o  n  s  t  h  a  n  c  o  r  p  o  r  a  t  e  r  a  t  i  n  g  s  ,  c  o  n  t  i  n  u  o  u  s  m  e  t  h  o  d  s  a  r  e  e  x  p  e  c  t  e  d  t  o  b  e  m  o  r  e  a  c  c  u  r  a  t  e  a  n  d  e  ffi  c  i  e  n  t  t  h  a  n  d  i  s  c  r  e  t  e  o  n  e  s  .  A  n  o  t  h  e  r  g  o  a  l  i  s  t  o  t  e  s  t  f  o  r  t  h  e  p  r  e  s  e  n  c  e  o  f  t  w  o  t  y  p  e  s  o  f  n  o  n  -M  a  r  k  o  v  i  a  n  e  ff  e  c  t  s  i  n  t  h  e  r  a  t  i  n  g  h  i  s  t  o  r  i  e  s  k  n  o  w  n  a  s  m  o  m  e  n  t  u  m  a  n  d  d  u  r  a  t  i  o  n  d  e  p  e  n  d  e  n  c  e  .  T  h  e  a  n  a  l  y  s  i  s  i  s  b  a  s  e  d  o  n  a  s  a  m  p  l  e  o  f  M  o  o  d  y  '  s  c  r  e  d  i  t  r  a  t  i  n  g  s  1  9  8  1  -2  0  0  4  f  o  r  7  2  i  n  d  u  s  t  r  i  a  l  i  z  e  d  a  n  d  e  m  e  r  g  i  n  g  e  c  o  n  o  m  i  e  s  .  T  h  e  p  a  p  e  r  c  o  m  p  a  r  e  s  a  d  i  s  c  r  e  t  e  m  u  l  t  i  n  o  m  i  a  l  e  s i  g  n  d  e  f  a  u  l  t  p  r  o  b  a  b  i  l  i  t  i  e  s  a  n  d  l  a  r  g  e  r  m  i  g  r  a  t  i  o  n  r  i  s  k  i  s  i  m  p  l  i  e  d  u  p  o  n  r  e  l  a  x  i  n  g  i  t  .  F  u  r  t  h  e  r  m  o  r  e  ,  t  h  e  r  e  a  r  e  s  i  g  n  i  fi  -c  a  n  t  d  o  w  n  g  r  a  d  e  m  o  m  e  n  t  u  m  a  n  d  d  u  r  a  t  i  o  n  e  ff  e  c  t  s  i  n  t  h  e  s  o  v  e  r  e  i  g  n  r  a  t  i  n  g  p  r  o  c  e  s  s  ,  c  o  n  s  i  s  t  e  n  t  w  i  t  h  t  h  e  e  x  t  a  n  t  e  v  i  d  e  n  c  e  o  n  c  o  r  p  o  r  a  t  e  r  a  t  i  n  g  s  .  T  h  e  s  e  fi  n  d  i  n  g  s  h  a  v  e  i  m  p  l  i  c  a  t  i  o  n  s  f  o  r  r  i  s  k  m  a  n  a  g  e  m  e  n  t  a  n  d  c  a  p  i  t  a  l  a  l  l  o  c  a  t  i  o  n  .  T  h  e  p  a  p  e  r  i  s  o  r  g  a  n  i  s  e  d  a  s  f  o  l  l  o  w  s  .  S  e  c  t  i  o  n  2  o  u  t  l  i  n  e  s  t  h  e  M  a  r  k  o  v  p  r  o  c  e  s  s  a  n  d  t  h  e  t  h  r  e  e  e  s T  h  e  m  a  i  n  s  t  r  e  a  m  l  i  t  e  r  a  t  u  r  e  o  n  c  r  e  d  i  t  m  i  g  r  a  t  i  o  n  r  e  s  t  s  o  n  t  w  o  p  r  e  m  i  s  e  s  .  F  i  r  s  t  ,  t  h  e  f  u  t  u  r  e  r  a  t  i  n  g  o  n  l  y  d  e  p  e  n  d  s  o  n  t  h  e  c  u  r  r  e  n  t  r  a  t  i  n  g  a  n  d  i  s  i  n  d  e  p  e  n  d  e  n  t  o  f  t  h  e  r  a  t  i  n  g  h  i  s  t  o  r  y  (  M  a  r 
w h e r e ˆ P ( [ The f igure reports the Gaussian kernel density estimate of the simulated def ault probability f or the continuous homogeneous hazard rate (HHR) estimator and the discrete multinomial (DM) estimator. The figure reports the Gaussian kernel density estimate of the simulated default probability for the continuous homogeneous hazard rate (HHR) estimator and the discrete multinomial (DM) estimator. The figure reports the Gaussian kernel density estimate of the simulated default probability for the continuous homogeneous hazard rate (HHR) estimator and the non-homogeneous hazard rate (NHHR) estimator. The figure reports the Gaussian kernel density estimate of the simulated default probability for the continuous homogeneous hazard rate (HHR) estimator and the non-homogeneous hazard rate (NHHR) estimator. ∆PD is the continuous homogeneous hazard rate (HHR) default probability minus the discrete multinomial (DM) default probability. Likewise for the mobility differential ∆m .
Both the DM and HHR estimator assume time homogeneity in the rating process. ∆PD is the non-homogeneous hazard rate (NHHR) default probability minus the homogeneous hazard rate (HHR) default probability. Likewise for the mobility differential ∆m . The logit models in Panel A (B) represent the probability of rating migration as a function of duration (rating drift). γ j , j =1,...,7 are year dummies and α is the intercept. A positive (negative) ξ indicates that the error variance is higher (lower) for industrialized countries.
